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Some Phases of Accounting Investigations for
Refinancings, Consolidations and Mergers *
PART I—BALANCE-SHEET AND PROFIT-AND-LOSS
ACCOUNT

By J. P. Friedman
A discussion of accounting investigations for refinancings,
consolidations and mergers which would cover the many phases
of this subject would take a long time. In fact, a good many
hours are often necessary for the consideration of a single new
phase. In the brief time alloted to my part of the discussion it
will be possible to bring out only a few of the high spots.
As our president has told you, I will deal with the verification
and adjustment of earnings as well as of the assets and liabilities.
The two phases of the subject are so closely interrelated, as you
know, that a great many of the points discussed will affect both of
them. The discussion will be primarily from the point of view of
earnings, as in most cases their verification arid adjustment are the
more important considerations in investigations of this character,
as securities are usually sold on the basis of earning power even
, though book value does have considerable weight.
In the verification of earnings, if adjustments are necessary
they will usually fall under two headings which may be designated
as accounting adjustments and refinancing adjustmerits. Ac
counting adjustments are those which are necessary to show the
true financial condition of the business at the approximate date of
the refinancing as well as the earnings for the period of years on a
uniform basis. In other words, they are the changes which prob
ably should have been made by the company itself had a uniform
basis been used throughout. Refinancing adjustments are theme
which result from changes in the company’s financial structure
• Address delivered at a meeting of the New York State Society of Certified Public Account
ants, New York, November 8,1926. It was intended by means of this paper and the following
one by Mr. W. A. Staub to cover the entire field of the subject discussed.

1

The Journal of Accountancy

and business as contemplated in the contracts for the refinancing.
In some instances only one of the classes of adjustments will be
employed, while in a great many cases both classes will be found
necessary.
ACCOUNTING ADJUSTMENTS

Ordinary accounting adjustments.—The verification of earnings
will usually be for a period of from three to five years. The
method of verification in a refinancing is practically the same as
in the case of a periodic audit. The auditor will meet the usual
problems, some of the more important of which may be enu
merated as follows:
1. Are the inventories stated correctly not only as to calcula
tion, but also as to price and particularly as to quantity?
2. Has a sufficient charge been made against profits for doubt
ful accounts?
3. Are the depreciation rates approximately correct?
4. Have any repairs been capitalized or, on the other hand,
have any capital expenditures been written off?
5. Have prepaid expenses and supply inventories been in
cluded as assets?
6. Have accruals of expenses been recorded and have all other
expenses been provided for?
7. Is the charge against profits for federal taxes on income
sufficient?
8. Have reserves been provided in all other instances in which
necessary?

In considering questions of this character in relation to the
verification of earnings, the auditor must be particularly careful,
since he must be certain not only that the profits are correctly
stated for a particular year, but that they are determined on a
similar basis for the entire period of years. A simple illustration
may be given of an auditor finding that a considerable reserve
for doubtful accounts had been provided in some year when the
management felt extremely conservative and that at the end of
the next year it was found that the reserve was still sufficiently
high, and, therefore, no addition was made thereto. In such a
case the profits, if not adjusted, would have an excessive charge
for doubtful accounts in one year and none at all in the next.
Let us consider another illustration. A business may have been
accustomed to charging off certain expenditures for equipment
2
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which in the opinion of the auditor might properly have been
capitalized. It may be found that in a poor year the practice had
been changed and similar items actually capitalized. In stating
the earnings over a period of years, a true picture will not be pre
sented unless the accounts of the poor year are adjusted in this
respect to the basis used in prior years, or unless the profits of the
prior years are adjusted to the basis later adopted, at the same
time writing off depreciation in each year on the additions of all
prior years.
Similarly, a company may carry its operating accounts on the
basis of standard costs. It may be found that the standard price
for the principal raw material was not only below market but also
below cost, and the valuation thus placed upon the inventories
may be accepted without change because it is conservatively
stated. However, unless a similar degree of conservatism is found
in the valuation of the subsequent year’s inventories, it is evident
that profits will have been shifted from one year to another.
The entire question of shifting profits from year to year is a
particularly perplexing one as it is often accomplished under the
guise of conservatism. It may be brought about by the under
valuation of inventories and of other assets and by the over-pro
vision for liabilities in a good year with their approximately correct
statement in a subsequent year, resulting in an overstatement of
profits in the subsequent year. It is difficult to draw a line to
indicate where conservatism ends and misstatement begins. If
there is a serious doubt, there is hardly a question that the con
servative method should be adopted, but the auditor should
guard against the shifting of profits.
It is not unusual in many annual published statements to see
surplus adjustments due in the main to the discovery of items
applicable to previous periods. It is almost needless to say that
in restating the profits over a period of years, such surplus ad
justments should be deducted from or added to the profits of the
particular year to which they apply. Should the business have
provided a reserve for contingencies or other general reserves of
this character out of surplus, any charges against such reserves
should also be applied to the particular years affected.
Before I leave the subject of the ordinary accounting matters
that arise in the type of work under discussion, it might not be
amiss to say a few words about inventories. We have heard a
great deal of discussion in recent years about the auditor’s duty
3
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in relation to their verification. Particularly in work of this
character, correct statement of inventories is usually of prime
importance. The auditor should not be satisfied with a test of
extensions and footings. Much may be found by examining the
basis of pricing and the method of arriving at the quantities.
Published quotations, instructions for inventory-taking, cost
records, stock books, receiving records, sales books and other
available data will be found which usually will be of inestimable
assistance. The importance of the verification of inventories can
hardly be overemphasized.
Special accounting adjustments.—We now come to a class of
accounting adjustments that is rather troublesome in view of the
fact that alternative methods of handling them may be acceptable
to the auditor. As an illustration, some businesses capitalize
expenses during construction while others charge them against
profits. In restating the profits for the purpose of refinancing, an
organization that has been charging these expenses against profits
may well request that they be added back and considered a
portion of the capital expenditures. Particularly if several
businesses are being examined at the same time for the purpose
of consolidation, some of which have adopted one practice and
some the other, it is difficult to object to either practice, although,
of course, the auditor usually prefers the more conservative one.
Similarly, a business selling on the instalment plan may have
followed the practice of including profits from such sales in earn
ings only to the extent of collections. At the time of an examina
tion for a refinancing it may wish to change so that profits on this
class of sales are included in full, subject, of course, to the provi
sion of proper reserves for returns, collection expenses and
doubtful accounts.
Another illustration may be cited of a company having a sub
stantial interest, say in excess of 80 or 90 per cent., in a subsidiary
whose earnings had been included in those of the parent corpora
tion only to the extent received through the payment of dividends
by the subsidiary. The parent corporation, in the case of a
refinancing, might well argue that its full proportion of the
earnings of the subsidiary should be taken up, rather than merely
the dividends received.
I might use as a further illustration a situation like the following
which was encountered. A company moved from a small build
ing to one several times as large. The company did not have
4
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much available cash and a real-estate owner in the city had
erected the new building for it under a long-term lease. Under
the provisions of the lease the company paid a rentalof 5 per
cent. on the specified value of the land and, in addition, in lieu of
a rental for the building, agreed to pay the interest on $1,500,000
of bonds which had been issued against the value of the building
by the lessor and also to reimburse the lessor for the full value of
the bonds redeemed by him as they became due. The bonds
matured serially over a twenty-year period, and, as they were
maturing, the company charged the principal amount of these
bonds against profits as rent of the building, as well as the de
creasing amount of interest on the bonds which remained out
standing. As a matter of fact, had this practice been continued
for the remainder of the twenty-year term, the company would
have been in the position of charging the principal of these bonds
amounting to $1,500,000 against profits in twenty years, without
a corresponding amount thereafter, whereas the building would
probably last nearer fifty years. The company took the position
that in equity its practice should be reversed and that the amount
paid for the redemption of bonds in excess of one-fiftieth for each
year of the $1,500,000 should be treated as a prepaid expense and
that a similar adjustment should be made to spread the interest
on the bonds ratably over the fifty-year period.
In dealing with questions of the type illustrated it is difficult
to lay down a definite rule. The character of the proposed refi
nancing and the past record of conservatism on the part of the
principals in the transaction will furnish the principal guides.
REFINANCING ADJUSTMENTS

So far we have dealt with the first class of adjustments—
accounting adjustments. If these are applied to the profits per
the books, the adjusted figures will reflect the profits as they
would have appeared had they originally been stated on a uniform
basis. We now come to the second class of adjustments—
refinancing adjustments—which result from changes in the
company’s financial structure and business as contemplated in
the agreement covering the refinancing. Such adjustments
usually vary considerably, and the best that can be done at this
time is to point out a number that are typical.
Officers' compensation.—In many closely owned businesses
the compensation of officers, whether in the form of salaries,
5
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bonuses, payment of life-insurance premiums or some or all of
these combined, may be found, in effect, to represent a partial
distribution of profits, the total compensation being higher than
that normally paid for the management of similar businesses.
The officers may, when the flotation of the securities is being
considered, agree for the future to draw amounts that more
nearly approximate the compensation of others similarly situated.
On the other hand, instances may be found in which the com
pensation deducted from profits for officers has been inadequate.
It is well, if either of these conditions exists, to adjust the com
pensation to an equitable basis approximating that agreed to
between the officers and the investment bankers. As part of the
agreement the bankers usually ask that a contract for a definite
period on a specified basis be entered into with the principal
officers and executives.
Replacement of borrowed capital.—The refinancing may con
template the retirement of a certain amount of borrowed capital
and the substitution therefor of another amount at a different
rate of interest. In restating the profits over a period of years,
it may be necessary in such a case to adjust the profits accordingly.
Activities discontinued.—Certain activities such as the manu
facturing of a portion of the product sold—whether profitable or
otherwise—may be discontinued as contemplated in the re
financing. In this instance also it may be necessary to adjust the
profits to the changed status by excluding the results from the
operations of the activities to be discontinued. This will often be
a difficult task unless the business is highly departmentalized.
Special investments withdrawn.—Similarly, if special invest
ments which do not form an integral part of the business and
which were owned for the entire period under examination are
withdrawn by agreement, it will also be necessary to adjust
profits to give effect to the new situation.
Withdrawal or introduction of real estate.—The land and
buildings used by the business may be owned by it, and it may
be decided as part of the refinancing to sell them or to have the
principal stockholders withdraw them and the corporation rent
them thereafter. In such circumstances it will be necessary to
deduct from profits the new rental to be paid, in lieu of the taxes,
interest and depreciation formerly charged against the business.
On the other hand, if the plan contemplates the purchase of the
property used by the business, which had formerly been rented, it
6
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will be necessary to add back to profits the rent paid and deduct,
in lieu thereof, the expenses which would have been incurred for
taxes, interest and depreciation.
Depreciation.—In many instances at the time of the merger,
reorganization or consolidation of businesses, the fixed assets are
appraised and set up at the higher valuations. In such cases in
the past it has been customary to credit the increase in value to
a special account known as “Surplus arising from appreciation,”
“Capital surplus,” “Property surplus” or by some such other
name. Thereafter depreciation on the amount of this apprecia
tion would be charged against this special surplus rather than
against profits. In recent years, particularly with the change
in the general corporation law creating no-par-value stock, *it
has become questionable whether such a special surplus has any
legal significance, and eminent counsel have advised that the full
amount above the stated value per share, whether arising from
appreciation or not, is available for dividends. Accordingly, in
some instances the credit for appreciation has been made to a
general and undifferentiated surplus account and depreciation
on the appreciation has been charged against profits instead of to
special surplus. From the point of view of profits this is more
conservative in any event and is preferable to the use of one
standard in the balance-sheet and another in the profit-and-loss
account. In these circumstances, in stating the profits over a
period of years prior to the time of the appraisal, it is necessary
to reduce the profits by depreciation in an amount similar to
that which will be deducted in future years as depreciation
on appreciation. The, object is to place the earnings of past
years on the same basis as that which will be adopted in the
future.
Changes in capital.—As a result of the refinancing, capital in
the form of cash may be introduced into the business. The
question arises whether any adjustment of prior-year earnings
shall be made if this is the case. In most instances if the amount
is small nothing is done, but if the amount is substantial the
profits are increased by interest on this amount at a specified
rate, a full disclosure of the increase appearing in the certificate
of the auditor and in the prospectus.
The question then arises whether the profits of prior years
should be reduced if a portion of the capital of the business is
withdrawn as a result of the refinancing and, if so, by what
7
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method. The answer is in the affirmative, of course, but the
method is rather complicated. The first reaction usually is to
determine what percentage of the total capital as of the date of
the examination is being withdrawn and to reduce the profits of
all previous years by this percentage; if the business has a net
worth of $10,000,000 and $1,000,000 is being withdrawn, the
profits of all years, it is felt, should be reduced by 10 per cent.
Suppose, however, that an amount greater than this $1,000,000
has been invested during the entire period under consideration in
securities yielding only 5 per cent. on the average and that the
average earnings on the total capital have been 15 per cent?
Would it then be equitable to make the adjustment on the
proposed basis? On the other hand, also consider that instead of
withdrawing $1,000,000 as a result of the refinancing agreement,
the company had declared a cash dividend of $1,000,000 at the
end of the last fiscal year. Would an adjustment of profits then
have been thought necessary even though the effect to the
individuals would have been the same? The problem is not
really as simple as it seems at first glance.
The amount to be deducted from profits should be calculated
by determining the average rate that the company has earned on
the money to be withdrawn; the profits should be reduced only
to that extent. If the money was invested during the entire
period in marketable securities the adjustment is relatively
simple, as the average rate of income from these securities can be
found readily. If during part of the period, however, the com
pany needed all its cash for its business, and part of the money
being withdrawn was so used, the adjustment should be made on
the basis of a pro-rata share of the earnings as a whole. If the
money to be withdrawn is less than the earnings of the last year
not paid out in dividends, then only the earnings of the last year
need be adjusted, as obviously no income could have arisen in
the previous years from the money so withdrawn. On the other
hand, if dividends are paid in the last year in excess of the earnings
of that year, it will be necessary, in stating the earnings over a
period of years, to reduce the earnings of the last year and also
of the previous one, since the company will have a lower net
worth with which to commence business at the beginning of the
coming year.
Propriety of refinancing adjustments.—There has been some dis
cussion in the past as to the propriety of making any adjustments
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of the class designated as refinancing adjustments. In fact,
the New York stock exchange has recently promulgated a rule
to the effect that the prospectus must show the profits before
and after such adjustments, if the securities to be offered are
to be handled by any of its members. However, the nature
of some of the reorganizations, consolidations and mergers is such
that, unless such adjustments were made, the composite picture
of profits presented would not be nearly as effective in indicating
what had occurred in the past and what might be expected in the
future. It is well, however, to make such adjustments sparingly.
BALANCE-SHEET

Some of the more important matters arising in relation to the
verification of earnings have now been discussed and the verifica
tion and adjustment of the balance-sheet items can next be taken
up. On the whole the method of verification is again similar to
that employed in ordinary periodic examinations. In discussing
the profit-and-loss accounts, quite a number of matters were
mentioned which, of course, also affect the balance-sheet. There
are only a few additional ones to which reference need be made.
In setting up the surplus it has been said that no distinction
need be made in New York state between surplus arising from
earnings and that derived from appreciation if the outstanding
capital stock of the company is of no par value. This statement
was made because the law recognizes no distinction between the
two classes of surplus. As a matter of conservative finance,
however, it is questionable whether directors would be justified
in declaring as dividends surplus arising from appreciation.
It would be well for the auditor to show somewhere in his report
an analysis of the surplus account into its various classes for the
use of the directors of the company, although for the purpose of
the prospectus this may not be obligatory.
If the entire capital stock of a company is acquired by another,
particularly if the other issues in exchange for it capital stock
of no par value, the auditor will be faced with the task of de
termining the values at which to set up the assets of the com
pany acquired. Little difficulty will be encountered except as
regards fixed assets for which it will usually be a case of deciding
between cost less depreciation and appraised values. In the past
cost less depreciation has been, on the whole, the favored
method but it is doubtful whether this gives the most satisfactory
9

The Journal of Accountancy
results. We might consider the case of a company to be acquired,
the buildings of which were erected about the beginning of the
present century, and the cost of which, therefore, is exceedingly
low due to the subsequent decrease in the purchasing power of
the dollar. Depreciation on the basis of cost will be considerably
lower than upon present-day appraisals. If a company has
various types of fixed assets acquired in years of wide fluctuation
in the purchasing power of the dollar, is the depreciation charge
equitable? If the parent corporation was recently reorganized
and has included its fixed assets on the basis of appraisals and
proceeds to place upon its books the fixed assets of the company
to be acquired, for which purpose it continues to use the cost to
the subsidiary less depreciation, just what does the combined
depreciation charge represent?
Consider another instance in which a corporation plans to
abandon its building at the end of a twenty-one year lease and
proceeds to write off its cost over that period. Toward the end
of the period its capital stock is acquired by another corporation.
If the new corporation, in setting up the value of the assets of the
subsidiary, includes the building at the depreciated cost shown on
the books of the subsidiary, which is almost zero, will the com
bined depreciation charge be equitable?
In view of business cycles and the consequent changes in the
purchasing power of the dollar, is it not fairer to use appraised
values wherever possible? It is recognized that there are some
appraisal companies whose figures, to say the least, must be
accepted with some reservation, but, on the other hand, unfor
tunately, are there not some public accountants toward whom the
same attitude must be adopted? There are some appraisal
companies who proceed with their work with a thorough knowl
edge and a full realization of their responsibilities. Their figures
may be accepted and the auditor on the whole will find that the
statement that he will prepare as a result will show a truer picture
to the management and to the investing public. The proper
presentation of facts, after all, is the object of our work.
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